
STATE OF NE!il YORK

STATE TAX COMMISSION

In the Matter of the Petltl.on
o f

Mix tNt Match of Miani,  Inc.

for Redetermtnation of a Deflclency or Revlslon
of a Determination or Refund of Corporatlon
Franchlse Tax under Artlcle 9A of the Tax Law for
the Flscal Years Ended l /3L179 e l /3f l80.

AFFIDAVIT OF }IAILING

State of New York :
s s .  :

County of Albany :

Davld Parchuck, belng duly sworn, deposes and says that he is an employee
of the State Tax Comlssion, that he is over 18 years of age, and that on the
lSth day of January, 1985, he served the wlthin nottce of Decislon by cert l f led
mal l  upon Mlx tNt Match of Miaml,  Inc.,  the pet i t ioner in the wlthln
proceedLnB, by encloslng a true copy thereof ln a securely sealed postpald
wrapper addressed as folLows:

tNf  Match of  MiamL, Inc.
W. 34 rh  S t .
York, NY f0001

and by deposltlng same enclosed in a postpald properl-y addressed wrapper ln a
post office under the exclusive care and custody of the Unlted States Postal
Servlce within the State of New York.

That deponent further says that the sald addreaaee ls the petitLoner
hereln and that the address set forth on saLd lrrapper is the last known addrees
of  the  pe t i t ioner .

Sworn to before ne this
18th day of January, 1985.
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STATE OF NEW YORK

STATE TAX COM}TISSION

In the Matter of the Pet i t lon
of

Mix rNt Match of Mtami, Inc.

for Redetermination of a Deficiency or Revlslon
of a Determination or Refund of Corporati.on
Franchtse Tax under Article 9A of the Tax Law for
the  F lsca l  Years  Ended l /31 /79  & I /3L /80 .

AFFIDAVIT OF UAILING

State of New York :
s s .  :

County of Albany 3

David Parchuck, being duly sworn, deposes and says that he is an employee
of the State Tax ComrnissLon, that he is over 18 years of ager €lnd that on the
lSth day of January, 1985, he served the hr i thln not lce of DecLsion by cert l f ied
mail upon Harry !ilasserman, the representatlve of the petitLoner ln the within
proceedlng, by enclosing a true copy thereof in a securely sealed postpald
wrapper addressed as follows:

Harry Wasserman
Welnick, Sanders & Co.
1515 Broadway
New York, NY 10036

and by depositLng same enclosed in a postpaid properly addressed wrapper ln a
post off lce under the excluslve care and custody of the United States Postal
Servlce within the State of New York.

That deponent further says that the said addressee ls the representative
of the petitioner herein and that the address set forth on said wrapper is the
last known address of the representat ive of the pet i t i .oner.

Sworn to before ne thLs
lSth day of January, f985.
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STATE OF NEI,T YORK

STATE TAX COMMISSION

:
In the Matter of the Pet i t lon

o f
:

Mrx rNt MATCH OF MrAMr, rNC. DECTSTON
:

for Redetermination of a Deflclency or for
Refund of Corporation Franchlse Tax under :
ArticLe 9-A of the Tax Law for the Flscal
Years Ended January 31, L979 and, January 31, :
1 9 8 0 .

:

Pet i t ioner,  Mlx tNr Match of Mlanl,  Inc. ,  I I2 West 34th Street,  New York,

New York 10001 f l led a pet i t ion for redeterminat lon of a def lcLency or for

refund of corporation franchise tax under Article 9-A of the Tax Law for the

fiscal years ended January 31, L979 and January 31, 1980 (fife No. 35629).

A formal hearlng was held before Danlel J. Ranalli, Hearing Offlcer, at

the offices of the State Tax Conrmission, T\yo World Trade Center, New York, New

York, on Aprl l  26, L984 at 9:15 A.M., with al- l  br iefs to be subnlt ted by

August 1, f984. Pet i t ioner appeared by Harry Wasserman, C.P.A. The Audit

Diylston appeared by John P. Drgan, Esq. (Paul Lefebvre, Esq. of counsel) .

ISSUES

I. Whether petitl.oner rdas requlred to add back 90 percent of its federal

deductlon for interest paid on indebtedness to a shareholder ownlng more than 5

percent of pet i t l -onerrs issued capltal  stock.

II. l lhether petLtLoner was required to include a portion of the wages of

empJ-oyees of a slster corporation in the payroll factor of lts business alloca-

tion percentage where petitioner reimbursed its sister corporatlon for certaLn

sales servlces provided by employees of the sister corporatlon.
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FINDINGS OF FACT

1. Pet i t ionerr Mlx fNr Match of Miami,  Inc.,  f l led New York State corpora-

tl-on franehise tax reports for fl-scal years ended January 31, 1979 and January 31,

1 9 8 0 .

2. On October L4t 1981, as the result  of  a f le ld audltr  the Audit  Dl.v ls lon

lssued a Notlce of Deficiency pursuant to Articl-e 9-A of the Tax Law against

pe t i t ioner  in  the  amount  o f  $5 ,385.00 ,  p lus  ln te res t  o f  $L '222.00 ,  fo r  a  to ta l

due of $6,607.00 for the f iscal  year ended January 31e 1979. 0n the same date'

the Audlt Divislon issued a Notlce of Deflciency agalnst petltioner in the

amount  o f  $9 ,481.00 ,  p lus  $1 ,34S.00 in  in te res t ,  fo r  a  to ta l  due o f  $10,826.00

for the f iscal  year ended January 31, 1980.

3. On audit, the auditor determined that petltioner should have added

back to its entire net lncome 90 percent of interest payment,s made to lts

corporate shareholder and deducted on its Federal return. Addltlonally, the

auditor determLned that relmbursements for salesmenrs services provided to

petitioner at its New York offlce should have been lncl-uded in computing petl-

tionerrs buslness allocation percentage. For the flscal year ended January 31,

1979, the audltor increased the business al locat ion percentage from 5.7882

percent to 25.9716 percent.  For the f iscal  year ended January 31, 1980' the

audltor increased the percentage fron 7.L54L percent to 30.5197 percent.

4. Petitioner j.s a subsidlary of Roanna Togs, Inc. (ttRoannatt). Lassie

Togs, Inc. (ttlassietr) and Louisa l' lanufacturlng Corp. (trl,oulsatt) are also

subsidiaries of Roanna. The officers of all the related corporations are the

same lndlviduals. Roanna is a holding conpany which conducts no operations,

has no empl-oyees and naintains a zero proftt and loss balance on its books.

Loulsa is involved in manufacturlng apparel which is then sold by petitioner
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and Lassie. Lassie sells childrents clothing ranging in size from infant to

size two. Petitioner seLls chlldrenrs separates that can be nixed and natched

and range from slze four through si-ze six. During the years in issuer petitionerrg

annual sales nere approxlmately taro to three nril-l-lon dol-lars and Lasslers sales

were approxlmately seven to eight nlll lon dollars.

5. Periodically, petltioner found lt necessary to borrow money to meet

current expenses and make seasonal purchases. Whenever petltloner needed a

loan, Roanna would borrow the money from a bank and then reLend the money to

petltioner. Thi-s procedure was followed because Roanna had previously set uP

cross corporate guarantees and various types of legal documentatlon wlth the

bank to establlsh an effLclent lendlng mechanism. The bank would have been

willing to lend the money dlrectly to petitioner; however, for the sake of

convenience and efflclency, Roanna did the borrowing and acted as a conduit for

the borrowed funds. The bank discounted all lts loans to Roanna; that ls, the

bank charged the interest on the loans in advance and credited Roanna wlth the

net amount. Roanna passed the net amount through to petitioner and charged the

discount amount to petitioner whlch repald the discount charge to Roanna so

that Roanna could maintain its zero profit and loss balance. The discount

charge paid to Roanna was taken as a deductlon on petitlonerrs FederaL corporatLon

tax return for each of the years in lssue. Petitloner did not add back 90

percent of such lnterest payments to its entire net lncome since it was merely

uslng Roanna as a conduit for transfer of the borrowed funds. Petltloner waa

not undercapitalized when lt received the loans and the bank was not an entLty

related to either Roanna or petLtioner. The loans were carried on Roannafs

books as loans receivable from petitioner and were carried on petitionerrs

books as loans payable.
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6. During the years in issue, petitloner maintai-ned no showrooms for lts

apparel llne and had no employees other than a warehouse nanager ln Florlda for

a portion of 1978. Lassie maintained a showroom in New York City and lncurred

all- expenses connected wlth its operation. Lassle also employed lts own sales

personnel. AlL of the sales personnel at the New York showroom were employed

by Lassie and were enrolled in Lassters penslon plan. Lassie nlthheld all

federal and state taxes and paid social securlty and unemployment lnsurance for

the salesperaons. Lassiers vi .ce president for sales, Harold Masl ln '  supervlsed

the sales personnel at the New York showroom. Vlrtually aLL of Lassiefs and

petitlonerrs sales were conducted wLth customers who visted the showroom. I{hen

a customer wlshed to see pet i t ionerrs l lne of apparel ,  Mr. Masl ln wouLd dlrect

several of Lassiefs salespersons to show the elothlng to the customer. Three

salesmen, in particuJ-ar, were utilLzed for this purpose when requlred. Generally'

the saLesmen spent 70 percent of thelr time showing the Lassl.e line and 30

percent showlng pet l t ionerrs l ine.

7. Pet i t loner reimbursed Lassie for the use of Lassiets salesmen. Thls

relmbursement lras accomplished ln the form of an annual bookkeeping adJustnent

nade whlle preparing financial statements for the corporations. The tax

returns of petitloner, Lassle and Roanna were prepared based on the flnanclal

statements. According to the flnancial- statements, Roanna reported no salarles

and LassLe reported 100 percent of the wages pald to all of its employees. The

controller, who prepared the financial statments, did not prepare the tax

returns; however, he explained that the informatlon reported on both the

statements and the returns should have been the same. The allocatlon factor

would affect only petitioner since both Roanna and Lassle allocated 100 percent

of thelr incone to New York.
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CONCLUSIONS OF LAW

A. That sect ion 208.9(b)(5) of the Tax Law provides, in

rf (b) Entire net i.ncome shaLl be determined without
deduct lon or credit  of :

pert inent part :

the excluslon,

(5) ninety per centum of interest on indebtedness direct ly or
lndirectly orred to any stockholder or shareholder (lncludlng a
subsldlary of corporate stockholder or sharehoLder) r or members of
the imediate family of an individual stockholder or shareholder'
ownlng ln the aggregate ln excess of five per centum of the lssued
capital- stock of the taxpayer, except that such lnterest may, ln any
event,  be deducted

(i) up to an amount not exceeding one thousand dollars'
(ii) ln full to the extent that lt relates to bonds or other

evidences of lndebtedness lssued, with stock, pursuant to a bona fide
plan of reorganLzatlon, to persons who, prlor to such reorganization,
were bona f ide credltors of the corporat lon or l ts predecessors, but
rf,ere not stockholders or shareholders thereof'

(ii i) ln fu11 where the investment alLocatlon Percentage ls
applied to entire net income, and

(iv) in full to the extent that it ls pald to a federally Licensed
small  business investment company;. . ." .

B. That the nodif lcat ion set forth in sect ion 208.9(b)(5) disaLlows 90

percent of a corporatlonfs Federal deduction for interest pald or accrued on

indebtedness to a shareholder owning more than 5 percent of the stock of the

taxpayer. The only exceptions to this nodificatlon are those situations

provlded for j -n cLauses ( i )  through ( iv) of  sect ion 208.9(b)(5).  Nowhere Ln

the law or regulations is there a provlslon for an exception to the aforesaid

nodification for a corporate stockhol-der whlch borrows money and acts as a

conduit in relending the money to its subsldiary. The Audlt Divlsion, however,

has, for a number of yearsr been followlng a pollcy whereby, under certain

conditlons, if a stockholder of a corporaclon borrows money from an unrelated

source, and then Lends the borrowed funds to such corporatlon, the interest

paid to such stockholder by the corporatlon is deemed to have actualJ-y been

pald to the stockholder merely as a conduit, and the provlsions of section
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208.9(b)(5) are not appJ-lcable to such interest.  Such an except lon to the

lncluslon of interest has been allowed when the rfpass-throughtr structure of

the loan was establlshed for reasonable business purposes and under certaln

conditlons such as the lender being unrelated to the stockholder or the corpora-

tion (seer g:&-, MC Mlneral-s Corporation, Advisory Opinlon' Match 27, 1981

[TSB-H-8I(21)C];  Kowa ReaLty (Anerica),  Ltd.,  Advisory OplnJ.on, December 9r

1981 [TSB-A-81(9)C]) (enunciat lng Audit  Divis ion pol lcy wlth respect to condult

theory ) .

In accordance wlth the correct lnterpretation of the statuter the

Audlt Divlsion has, slnce January 1, L984, discontLnued recognltlon of the

conduit theory. Inasmuch as petitioner and numerous other corporations have

structured their loan arrangements to comply wLth established Audlt Dlvlslon

policyr the exclusion of interest paid by a corporation to lts etockholder w111

be permltted wlth respect to payments of int,erest made or accrued (where the

taxpayer is on an accrual basis) prior to January 1, 1984 when a taxpayer has

claimed pass-through on lts return by refrainlng from making an add-back under

section 2A8.9 (b) (5) and at the tj-me of the loan whlch generated the lnterest

pa)ments in questi-on satlsfled the standards required by prlor Audlt Division

pol lcy.

C. That the loan arrangement establ-ished by Roanna with respect to loane

passed through to petltloner met the criterla for a vaLld applicatlon of the

conduit theory and the interest payments were made prlor to January 1, 1984;

therefore, 90 percent of the lnterest paid by petitloner to Roanna on loans

obtained by Roanna and reloaned to petLtloner rrere not requlred to be added

back to petitionerrs federal taxable incone to determine New York entlre net

income.
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D. That sectlon 210.3 of the Tax Law provides that entire net lncome may

be allocated wLthin New York State by nul-tiplylng business income by a buslness

allocation percentage, lnvestment income by an investment allocatlon percentage,

and by addlng the products so obtal.ned. The buslness allocatlon percentage ts

determlned by a three-factor formula conprised of a property factor, a reeeipts

factor weighted as t!ilo, and a payroll factor. The payroll- factor ls determlned

b y :

rrascertaLnlng the percentage of the total wages, salarles and other
personaL service compensatlon, similarly conputed, during such perlod
of employees wlthin the state, except general  execut ive off lcers'  to
the total vrages, salaries and other personal service compensatlon,
sinilarl-y computed, during such period of aI-1 the taxpayerrs employees
wlthln and without the state, except general  execut lve off lcere;. . . t t .

E. That 20 NYCRR 4-5.2(b) provldes that:

r'Ig]enerally, the relattonship of employer and enployee exists
when the taxpayer has the right to controL and dlrect the individual
not only as to the result to be accomplished by hin but also as to
the means by which such result ls to be acconplished. If the rela-
tlonship of enployer and employee existsr the designation or descrtp-
tlon of the relationshl-p, and the measure, nethod or designation of
the compensation are innaterlal.rl

F. That in directlng certaln of its enployees to occasional-I-y show the

Mix rNr Match llne, Lassie did not relinquish the right to control and dlrect

the salespersons to the extent that an enployer-enployee relationshlp was

establlshed between petitioner and the salespersons. There lras no direct

supervlsion by petitioner nor was there any deflned tLne period durlng whlch

the three salesmen provlded services for petitloner. If a customer was on the

prenises to look at the Lassie line and also wlshed to see the Mix rNf Match

llne, the salesman would show both whil-e stll l under the dlrectlon and controL

of Lassle. The salesman would not stop showing the Lassie line and become an

exclusive employee of petitloner to show l-ts line. The shonlng of the l-ines

was intertwined and ultlnate direction and control rested with Lassle. Thereforet



petlt loner

lssue (see

1984 ) .

properly

Matter of

-8-

reported i ts payrol l  factor as

House of Ronnie, Inc.,  State

zero durlng the years ln

Tax ConmlssLon, January 20,

G. That the pet i t ion of

Audit Dlvision ls dlrected to

1981 accordingly.

DATED: Albanyr New York

JAN 1 B 1985

Mlx rNr

nodlfy

llatch of Miaml, Inc. ls granted and the

the not lces of def ic lency lssued October 14'

STATE TAX COMMISSION
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S T A T E  O F  N E W  Y O R K
S T A T E  T A X  C O M M I S S I O N

A L B A N Y ,  N E W  Y O R K  1 2 2 2 7

January 18, 1985

Mix tNt tiatch of Miaml", Inc.
112 I { r .  34th St .
New York, NY 10001

GentLemen:

Please take notlce of the Declsion of the State Tax Connisslon enclosed
herewlth.

You have now exhausted your right of review at the administratlve level.
Pursuant to gectLon(s) 1090 of the Tax Law, a proceedlng in court to revler an
adverse decLsion by the State Tax Commlssion may be lnstituted only under
Article 78 of the Civll PractLce Law and Rules, and must be co"rmenced in the
Supreme Court of the State of New York, Albany County, wtthin 4 months from the
date of thls not ice.

fnquLries concerning the computatlon of tax due or refund allowed in accordance
wlth this decision may be addressed to:

NYS Dept. Taxation and Fl.nance
Law Bureau - Littgatlon Unit
Building #9, State Campus
Albany, New York L2227
Phone # (518) 457-2O7O

Very truly yours,

STATE TAX COMMISSION

Peti tLoner I  s Representat ive
Harry hlasserman
trileinLck, Sanders & Co.
1515 Broadway
New York, NY 10036
Taxlng Bureauts RepresentatLve



STATE OF NEW YORK

STATE TN( COMMISSION

:
In the Matter of the Petition

o f
:

MIX rNr MATCH OF MIAI'{I, INC. DECISION
3

for Redeterninatlon of a Deflciency or for
Refund of Corporation Franchlse Tax under :
ArticLe 9-A of the Tax Law for the Fiscal
Years Ended January 31, 1979 and January 31, :
1 9 8 0 .

:

Pet i t loner,  Mlx fNf l " I iatch of Mlami,  Inc.,  112 West 34th Street,  New York'

New York 10001 flled a petttion for redetermlnatlon of a deficiency or for

refund of corporation franchise tax under Articl-e 9-A of the Tax Law for the

fiscal years ended January 31, 1979 and January 31, 1980 (File No. 35629).

A formal hearing was heLd before Daniel J. Ranalllr Hearing Offlcer, at

the offtces of the State Tax Comrnissl-on, Two World Trade Center, New York' New

York ,  on  Apr i l  26 ,  1984 a t  9 :15  A.M. ,  w i th  a l l  b r ie fs  to  be  submi t ted  by

August 1, L984. Pet i t ioner appeared by Harry Wasserman, C.P.A. The Andit

Dlvis ion appeared by John P. Dugan, Esq. (Pau1 Lefebvre, Esq. of counsel) .

ISSUES

I. Whether pet l t ioner nas requlred to add back 90 percent of i ts federal

deductlon for interest paid on indebtedness to a shareholder ownlng more than 5

percent of pet i t ionerts lssued capi. tal  stock.

II. Wtreqher petitioner was requlred to include a portion of the wages of

employees of r a sister corporatlon ln the payroll factor of its busLness alloca-

t ion percentage where pet i t ioner relnbursed i ts slster corporat ion for certain

sales servlces provided by enployees of the sister corporation.
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FINDINGS OF FACT

1. Pet i t ioner,  MLx rNt Match of Miani,  Inc.p f l led New York $tate corpora-

tlon franchlse tax reports for fiscal- years ended January 31, L979 and. January 31,

1 9 8 0 .

2. On October L4, 1981, as the result  of  a f le ld audlt ,  the Audit  Divis lon

issued a Notice of Deficiency pursuant to Articl-e 9-A of the Tax Law agalnst

pe t i t ioner  ln  the  amount  o f  $5r385.00 ,  p lus  in te res t  o f  $L1222.00 ,  fo r  a  to ta l

due of $61607.00 for the f lscal  year ended January 31, Lg7g. On the same date,

the Audit Dlvision issued a Notice of Deficiency against petitioner ln the

amount  o f  $91481.00 ,  p lus  $11345.00  ln  ln te res t ,  fo r  a  to ta l  due o f  $101826.00

for the f iscal  year ended January 31, f980.

3. On audit, the audltor determined that petitioner shoul-d have added

back to lts enti.re net lncome 90 percent of interest payments made to its

corporate shareholder and deducted on its Federal return. AddltlonalJ-y, the

auditor determined that reimbursements for sal-esmenrs services provlded to

petitloner at its New York office should have been included ln conputing petl-

tionerrs business allocation percentage. For the flscal- year ended January 31,

L979, the auditor increased the business al locat ion percentage from 5.7882

percent to 25,9716 percent.  For the f iscal  year ended January 31, 1980r the

auditor lncreased the percentage from 7.1541 percent to 30.5197 percent.

4. Petltioner ls a subsidiary of Roanna Togs, Inc. (ttRoannatt). Lassle

Togse Inc. (r'Lassierr) and Louisa Manufacturing Corp. (rrloulsatt) are also

subsldiaries of Roanna. The officers of aLl the related corporations are the

same lndividuals. Roanna ts a holding company whlch conducts no operatlonst

has no employees and maintalns a zexo profit and loss balance on lts books.

Louisa Ls involved ln manufacturing apparel which ls then sold by petltioner
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and Lassle, Lassle sells childrenrr cfotnf-ng ranging ln size from infant t9

slze two. Petltioner selLs childrents separates that can be mixed and matched

and range from slze four through size six. During the years in issuer petitionerrg

annual sales were approxlmately tno to three niLl-lon dolLars and Lassiets sales

were approximately aeven to eight nill ion dollars.

5. Perlodicallyl petitloner found lt necessary to borrow noney to meet

current exPenses and make seasonal- purchases. Whenever petltioner needed a

loan' Roanna woul-d borrow the money from a bank and then relend the money to

petitloner. This procedure was followed because Roanna had prevlously set up

cross corporate guarantees and varioug types of J-egal documentatlon wlth the

bank to establlsh an efflcient l-ending mechanl.sm. The bank would have been

wllling to lend the money dlrectJ-y to petltlone!; however, for the sake of

conventence and efflctency, Roanna did the borrowing and acted as a conduit for

the borrowed funds. The bank discounted all lts loans to Roanna; that is, the

bank charged the lnterest on the loans in advance and credited Roanna wlth the

net amount. Roanna passed the net amount through to petitioner and charged the

dLscount amount to petltloner which repal.d the discount charge to Roanna so

that Roanna could maintaln its zero proflt and loss balance. The discount

charge paid to Roanna was taken as a deduction on petltlonerts Federal corporatlon

tax return for each of the years in issue. Petitloner dld not add back 90

percent of such lnterest payments to its entire net income sl.nce lt was merely

uslng Roanna as a conduit for transfer of the borrowed funds. Petitloner wag

not undercapitalized when it recelved the loans and the bank was not an entlty

related to eJ-ther Roanna or petltloner. The l-oans rrere carried on Roannafs

books as loans receivable from petitioner and were carried on petitlonerrs

books as loans payable.
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6. During the years ln issue, petitioner naintained no showroomg for lts

apparel line and had no employees other than a warehouse manager ln FLorLda for

a portion of 1978. Lassie nalntalned a showroom ln New York Clty and lncurred

all expenses connected with its operation. Lassle also empJ-oyed lts own gales

personnel-. Al-1 of the sales personnel at the New York showroom were employed

by Lassle and were enroLled ln Lasslers penslon plan. Lassle wlthheld al.l

federal and state taxes and paid soclal security and unemplolment lnsurance for

the salespersons. Lassiers vice presldent for sales, Harold Mael ln,  supervised

the sales personnel at the New York showroom. Virtually all of Laseiers and

petltionerrs sales were conducted rrith customers who vlsted the showroom. When

a customer wished to see petltionerfs line of apparel, Mr. Maslln wouLd direct

several of Laesiers saLespersons to show the clothlng to the custoner. Three

salesmen, in particular, were utilized for this purpose when regulred. Generally,

the salesmen spent 70 percent of their tlme showlng the Lassie line and 30

percent showlng pet l t ionerrs l ine.

7. Pet l t ioner reimbursed Lassie for the use of Lasslets salesmen. Thts

relmbursement nas accomplished ln the form of an annual- bookkeeplng adJustnent

nade whlle preparLng financlal statements for the corporatlons. Ttre tax

returns of petltioner, Lassie and Roanna were prepared based on the flnanciaL

statements. According to the flnancial statements, Roanna reported no sal-arfes

and Lassle reported 100 percent of the nages paid to al-I of lts employees. The

controll-er, who prepared the financlal statments, dld not prepare the tax

returns; however, he explained that the lnformation reported on both the

statements and the returns should have been the same. The allocatlon factor

would affect only petltloner since both Roanna and Lassle all-ocated 100 percent

of thelr income to New York.
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ao"arurroNs oF LAI^]

A. That sect lon 208.9(b)(5) of the Tax Law provides, in

rr(b) Entlre net lncome shall be determined without
deduct lon or credit  of :

Pertinent part:

the excluslon,

(5) ninety per centum of interest on indebtedness directly or
lndl-rectly owed to any stockholder or shareholder (lncludlng a
subsldlary of corporate stockholder or shareholder), or members of
the inmedlate family of an individual stockholder or shareholder,
owning ln the aggregate in excess of five per centun of the issued
capital stock of the taxpayer, except that such interest may, in any
event, be deducted

(i) up to an amount not exceeding one thousand dollars,
(11) ln full to the extent that it relates to bonds or other

evidences of indebtedness issued, with stock, pursuant to a bona flde
plan of reorganization, to persons who, prior to such reotganlzation,
were bona f ide creditors of the corporat ion or i ts predecessorsr but
were not stockholders or sharehoLders thereof,

(ii l) ln full where the investment allocation percentage is
applled to entire net income, and

(iv) ln ful1 to the extent that it ls pald to a federal-ly licensed
small-  busLness investment company;. . . rr .

B. That the nodif icat l .on set forth ln sect ion 208.9(b)(5) disal l -owe 90

percent of a corporat ionts Federal  deduct ion for interest paLd or accrued on

lndebtedness to a sharehol-der ownlng more than 5 percent of the stock of the

taxpayer. The only exceptions to this nodifLcation are those situatlons

provided for in cl-auses (1) throueh ( iv) of  sect ion 208.9(b)(5).  Nowhere ln

the law or regulatlons is there a provlslon for an exceptLon to the aforesald

nodification for a corporate stockholder which borrows money and acts as a

conduit in relendlng the money to its subsldiary. The Audit Divislon, however,

has, for a number of years, been following a policy whereby' under certaln

conditions, lf a stockholder of a corporatlon borrows money from an unreLated

source, and then lends the borrowed funds to such corporatlonr the interest

pald to such stockhoLder by the corporation is deemed to have actually been

paid to the stockholder merely as a conduit, and the provieions of section
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208.9(b)(5) are not appl lcable to such interest.  Such an except lon to the

inclusion of interest has been allowed when the rrpass-throughrr structure of

the loan ttras established for reasonable business purposes and under certain

condltlons such as the lender being unrel-ated to the stockholder or the corpora-

tion (see' S:-&-, MC MineraLs Corporation, Advlsory Opinion, March 27' 1981

[TSB-H-8l(21)C];  Kowa Realty (Anerica),  Ltd.,  Advisory Oplnion, December 91

1981 [TSB-A-81(9)C]) (enunciat ing Audit  DivLslon pol icy with respect to conduit

theory ) .

In accordance luLth the correct interpretation of the statute' the

Audtt Dlvisi.on has, since January 1, 1984, discontinued recognltlon of the

conduit theory. Inasmuch as petitioner and numerous other corPoratlons have

atructured their l-oan arrangements to comply with established Audlt Dlvislon

policy, the exclusion of interest pald by a corporation to its stockholder wil-l

be pernitted with respect to payments of lnterest made or accrued (where the

taxpayer is on an accrual basis) prior to January 1, 1984 when a taxpayer has

claimed pass-through on its return by refrainlng from maklng an add-back under

sect lon 208.9(b)(5) and at the t ine of the loan whl.ch generated the interest

payments in question satisfied the standards required by prlor Alrdit. Divieion

pol- icy.

C. That the loan arrangement established by Roanna with respect to loans

passed through to pet l t loner met the cr i ter ia for a val id appl lcat ion of the

conduit, theory and the lnterest paynents were nade prior to January 1, 1984;

therefore, 90 percent of the lnterest paid by petltioner to Roanna on loans

obtained by Roanna and reloaned to petltloner lrere not required to be added

back to petitlonerfs federal- taxable Lncome to determine New York entLre net

lncome.
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D. That section 210.3 of the Tax Law provldes that entlre net lncome may

be alLocated wlthln New York State by nultlplying buslness lncome by a business

allocatlon percentage, investment income by an investment allocatlon percentage,

and by adding the products so obtalned. The business allocation percentage ls

deternined by a three-factor fornula comprised of a property factor, a reeelpte

factor weighted as twor and a payroll factor. The payroll factor ie determlned

by:

trascertaining the percentage of the total wages, salaries and other
personal service compensation, similarl-y computed, during such perlod
of enptroyees within the state, except general executlve officers' to
the total hrages, saLaries and other personal servlce compensation,
sinilarly computed, during such perlod of all the taxpayer's employees
withln and without the state, except general  execut ive offLcers;. . . t t .

E. That 20 NYCRR 4-5.2(b) provides that:

"[g]eneral-1y, the relationship of employer and employee exists
when the taxpayer has the right to control- and direct the indivlduaL
not onl-y as to the result to be accomplished by hln but also as to
the means by which such result ls to be accompllshed. If the rel-a-
tlonship of employer and employee exists, the deslgnation or descrip-
tion of the rel-atlonship, and the measure, nethod or designation of
the compensation are immaterial.rt

F. That in directlng certain of its employees to occasionally show the

Mix tNr Match line, Lassie did not rell"nquish the right to control and direct

the salespersons to the extent that an enployer-employee relatlonshlp was

established between petitloner and the salespersons. There rsas no dltect

supervislon by petitioner nor was there any defl.ned

the three saLesmen provided services for pet i t ioner.

premises to look at the Lassie llne and also wished

tlne period durlng whlch

If a customer rtas on the

to see the l"llx f Nr Match

l iner the salesman would show both whil-e stil l under the dtrection and control

of Lassie. The saLesnsn would not stop showLng the Lassie line and become an

exclusive employee of petitioner to show its 1lne. The showing of the lines

was int,ertwlned and ultlmate direction and control rested with Lassle. Therefore,
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petitloner properly reported its payroll factor aa zero durlng the years in

issue (see Matter of House of Ronnle, Inc., State Tax Cornmlsslon, January 20,

1 9 8 4 ) .

G. That the pet i t ion

Audit DlvLslon is di.rected

1981 accordingly.

DATED: Albany, New York

JAN 1B 1985

o f

to

Mix rNr Match of MLami, Inc. Ls granted and the

nodify the notlces of deficiency lssued 0ctober

STATE TAX COMMISSION

PRESIDENT
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